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SUMMARY

MCI Telecommunications Corporation C'MCI"), the second-largest user of

interstate access services purchased from the local exchange carriers C'LECs"

supports the continued use of price cap regulation to constrain interstate access

rates, but only to the extent that ratepayers receive their fair share of the benefits

that incentive regulation is capable of producing. The existing price cap regulatory

plan has revealed itself to be an overly-conservative "first step" by a regulatory

agency apprehensive that more aggressive constraints on LEC pricing might

cause the new regulatory structure to implode. Those concerns have long since

evaporated. In fact, the LECs operating under price cap regulation have reaped

earnings far in excess of their brethren who remain governed by rate of return

regUlation. Meanwhile, those who made this financial success possible -- the

ratepayers - watched as LECs decreased interstate access rates only to the bare

minimum extent to comply with the regulation. Further, they witnessed the LECs

manipulating their sharing obligations by declaring large expenses in the fourth

quarter of each year. All of this occurred in an environment in which the LECs'

actual cost of capital dropped far below the level embedded in the price cap plan

in 1990.

The Commission must revise the key parameters of the plan with the goal

of achieving a more equitable allocation of benefits between LEC ratepayers and

LEC shareholders. As described and explained in detail below, and supported by

the historical and financial record, Mel urges the Commission to raise the basefine



productivity factor to 5.9%. In addition, Mel argues that the common line price

cap index be revised to give interexchange carriers C'IXCs") the full benefits of

growth in interstate demand. Also, the Commission should retain sharing

requirements and adjust the boundaries downward, to reflect a contemporary cost

of capital of 9.54%. The Commission should abandon the low-end adjustment

mechanism, since the pfan is already weIJ-equipped with safety nets for LECs who

might be unable to meet the productivity benchmark. Further, exogenous cost

theory and practice also require reform, to ensure that the LECs do not erode

productivity incentives and administrative savings by continually seeking new

exogenous changes to raise their price cap index levels. Finally, MCI recommends

modifications on a number of other baseline issues, and it offers comment on

other transitional issues, as well.

Today, in the fourth year of LEC price cap reguJation, LEC interstate access

rates remain unreasonably far above cost. In addition, the average price cap

company that enrolled in the plan from the beginning is now earning 1.6% over the

limit at which rate of return companies' earnings are capped. Individual LECs

reported 1993 earnings as high as 15.8% (Centel and Contel), 14.99% (Uncaln),

14.7% (Ameritech), 13.9% (Bell Atlantic), and 13.7% (BeiISouth).

These earnings levels are all the more outrageous when compared to a

more contemporary cost of capital calculation that reflects financial conditions that

generally prevailed during the three year period under review, and that exist today.

At 9.54%, this current cost of capital is almost 75 basis points below the low-end

ii



adjustment mechanism that entitles price cap carrier8 to increase rates to target

a return of 10.25%.

Ratepayers have fared less well under the current price cap plan. Few

LECs have stepPed up to the more robust 4.3% prodUctivity offset that promised

to increase the pace of lEC access reductions. In general, those who did backed

away from the challenge in the following access year. LECs also have engaged

ratepayers in drawn-out disputes over exogenous cost increases that would

significantly increase lEC rates and pricing ftexibility. Perhaps most significantly,

for the last three years, shareholder benefits from the plan have eclipsed ratepayer

benefits by $900 million. Unless prompt corrective action is taken in this review,

that amount will grow to well over $1 billion next year.

This skewed result, with shareholders receMng substantially more benefits

than ratepayers, occurred because the 1990 Commission selected certain key

parameters that virtually assured LECs of unjustified increased earnings. For

example, the Commission inflated its cost of capital finding upward specifically to

give LECs additional earning power in response to LEC promises they would

"reinvest" in infrastructure. Also, in selecting the baseline productivity offset, the

1990 Commission relied on a version of its short term productivity study that

included an extremely controversial data point, thereby reducing the historical

measure of productivity. In turn, this decision contributed to the selection of an

even lower number for the actual offset, since the Commission decided to

"balance" the results of the short term study with a long term study evaluating the

iii



price performance of the pre-divesture AT&T. These and other pivotal decisions

in the price cap plan tumed this "incentive" regulation package into a I1O-k)se

proposition for the LEes in the 1991-1994 period. This Commission now has an

opportunity to correct the imbalance and more equitably distribute the benefits of

a price cap plan.
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MCI, the second-largest user of interstate access services purchased from

the LECs supports the continued use of price cap regulation to constrain interstate

access rates, but only to the extent that ratepayers receive their fair share of the

IMIBODUCmN

benefits that incentive regulation is capable of producing. In a market and

regulatory environment in which IXCs such as MCI have extremely limited

must ensure that rates are just and reasonable. The existing price cap regulatory

plan was a radical departure in interstate ratemaking at the time of its adoption,

and it has subsequently revealed itself to be an overly-conservative "first step" by

a regulatory agency apprehensive that more aggressive constraints on LEC pricing

might cause the new regulatory structure to implode. Those concerns have long

since evaporated. In fact, the LECs operating under price cap regulation have

reaped earnings far in excess of their brethren who remain governed by rate of

return regulation. Meanwhile, those who made this financial success possible --



the ratepayers - watched as LECs deaeaeed interstate access rates only to the

bare minimum necessary to comply with the regulation. Further, they witnessed

the LECs manipulating their sharing obligations by declaring large expenses in the

fourth quarter of each year. All of this occurred in an environment in which the

LECs' actual cost of capital dropped far below the level embedded in the price

cap plan in 1990.

In response to the Commission's Notice of Proposed Rulemaking to review

the LEC price cap plan', MCI submits its comments requesting modifications of

numerous aspects of the existing plan. MCI does not argue in these comments

that the price cap plan requires fundamental revision. Those arguments were

raised and resolved in the 1990 decision, on reconsideration, and in the

subsequent court appeal.2 MCI does argue that the Commission must revise the

key parameters of the plan with the goal of achieving a more equitable allocation

of benefits between LEC ratepayers and LEC shareholders.

lPrice Cap Performance Review for Local Exchange Carriers, Ngtice of
P[()jX)SId Bulemakjog, CC Docket No. 94-1, FCC 94-10, released February 16.
1994 ("MQtic!").

2 Policy and Rules Concerning Rates for Dominant Carriers, CC Docket No.
887-313,5 FCC Red 6786 (1990) ("LEe erg CaD 0rcItK',. Erratum, 5 FCC Red
7664 (Com. Car. Bur. 1990),~ on [IQQf)" 6 FCC Red 2637 (1991) M.EQ
Reconsideration Qrder'II), If[g, National Rur81 TeI800m Ass'n v. FCC, 988 F.2d 174
(D.C. Cir. 1993). The new services test weB resolved in Amendment of Part 69 of
the Commission's Rules Relating to the Creation of Access Charge~
for Open Network Architecture, CC Dockets No. 89-79 and 87-313. 6 FCC Red
4524 (1991) reM- ONA Orde('). recoo. 7 FCC Red 5235 (1992), petitions for
further recan. on other issues pending.
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Today, in the fourth year of LEC price cap regulation, LEC interstate access

rates remain unreasonably far above cost.a In addition, the average price cap

company that enroUed in the plan from the beginning is now earning 1.6% over the

limit at which rate of return companies' earnings are capped. This average tells

only part of the story. Based on 1993 earnings data filed with the 1994 Annual

Access filings, only one lEC -- GTE - earned below the 11.25% "midpoint" of the

earnings zone, and only two - GTE and SNET -- • .-ned below the 12.25% level

where earnings first become subject to sharing requirements. Other LECs

reported 1993 earnings as high as 15.8% (Centel and Contel), 14.99% (UncoIn),

14.7% (Ameritech), 13.9% (Bell Atlantic), and 13.7% (BeIiSouth).

These earnings levels are all the more outrageous when compared to a

more contemporary cost of capital calculation that reflects financial conditions that

generally prevailed during the three year period under review, and that exist today.

As explained in greater detail in these comments, the "midpoinr of the price cap

earnings zone must be recalibrated from 11.25% to 9.54% to reftect current

financial markets. At 9.54%, the new midpoint is almost 75 basis points below the

low-end adjustment mechanism that entittes price cap carriers to increase rates to

recoup of return of 10.25%.

a The LECs themselves agree that i ........ access rates are too high. SIt,
~, NYNEX Universal Service Protection PIen, Petition for Waiver, filed December
15, 1993 (reducing the switched interstate access per minute rate from 3.9 cents
per minute to 2 cents per minute, while imposing new bulk-blUing charges on
interexchange a...tomers), Public Notice, Pleading Cycle Established for
Comments on NYNEX's Petition for Waiver of Parts 61 and 69, 9 FCC Red 139
(Com. Car. Bur. 1993).
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Ratepayers have fared less weI. Few LECs have stepped up to the more

robust 4.3% productivity offset that promised to inaesse the pace of LEC acoess

reductions.4 In general, those who did backed away from the challenge in the

following access year. LECs also have engaged ratepayers in drawn-out disputes

over exogenous cost increases that would significantly increase LEC rates and

pricing flexibility. Their efforts resulted in Commission tentative acquiescence in

an industry-wide price cap increase of $190 mJJJion, subject to an investigation,'

effectively insulating LEC rates from downward adjustments despite the price cap

formula's subsequent indication that LEC costs should be declining. In the most

recent annual access filing, for example, numerous price cap LECs did not

propose rate reductions equivalent to the Commission-mandated exogenous cost

decreases. Perhaps most significantly, for the last three years, shareholder

benefits from the plan have ectipsed ratepayer benefits by $900 million. Unless

prompt corrective action is taken in this review, that amount will grow to well over

$1 billion next year.e

4 In 1991, only one carrier elected 1he higher 4.3% productivity offset. In 1982,
four carriers made that ·election; and in 1993, six carriers. In 1994, seventeen
carriers elected the higher hurdle, of fourteen of which were United/Centel
companies.

5 Treatment of Locaf Exchange c..- Tariffs Implementing Statement of
Financial Accounting Standards, IIErnpIo'fersAccountingfor PostretirementBeneIIts
Other than Pensions,· CC Docket No. 92-101, 8 FCC Red 1024 (1993)~
Order). A Ieeser amount of exogenous coet8 were allowed to take effect, subject
to investigation, in 1993 Annual Ace.I.~, CC Docket No. 93-193, 8 FCC Red
4960 (Com. Car. Bur. 1993) (111993 AnnulI Access Order").

8 SIt infrI, Baseline Issue 38, for an explanation of this number.
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This skewed result, with shareholders receiving substantially more benefits

than ratepayers, occurred because the 1990 Commission selected certain key

parameters that virtually assured LECs of unjustified increased earnings. For

example, the Commission inflated its cost of capital finding upward specificaHy to

give LECs additional earning power in response to LEC promises they would

"reinvest" in infrastructure. Also, in selecting the baseline productivity off8et, the

1990 Commission relied on a version of its short term productivity study that

included an extremely controversial data point, thereby reducing the historical

measure of productivity. In turn, this decision contributed to the selection of an

even lower number for the actual offset, since the Commission decided to

'Ibalance" the results of the short term study with a long term study evaluating the

price performance of the pre-divesture AT&T. These and other pivotal decisions

in the price cap plan turned this "incentive" regulation package into a no-lose

proposition for the LECs in the 1991·1994 period. This Commission now has an

opportunity to correct the imbalance and more equitably distribute the benefits of

a price cap plan.

Fortunately for ratepayers, however, the Commission has moved beyond

price cap regulation in the last few years, embracing pro-competitive policies that

over time and with further development potentially could result in an effectively

competitive market. Such a market would feature reasonable lEC rates, innovative

LEC services, and high quality and technologically advanced LEC networks. As

ratepayers already have seen, the meekest threat of competition for lEC OS1 and

5



DS3 special access offerings sparked the introduction of a slight movement toward

cost-based prices in the form of discounted term plans. fiber rings. and some

overall price reductions. The Commission should feel confident that its pursuit of

an effective competitive environment is the best policy to ensure just, reasonable.

and nondiscriminatory access rates.

Until an effectively competitive environment emerges, however, regulation

is the only effective way to achieve those resutts. MCI contends that in order for

the price cap plan to confer reasonable rates. and for the plan to live up to the

goals the Commission identified for it. the Commission must modify the price cap

plan to capture a more equitable share of benefits for ratepayers by moving

access prices doser to cost. As described and explained in detail below, and

supported by the historical and financial record. MCI urges the Commission to

raise the baseline productivity factor to 5.9%. In addition. MCI argues that the

common line price cap index be revised to give IXCs the full benefits of growth in

interstate demand. Also. the Commission should retain sharing requirements and

adjust the boundaries downward. to reflect a contemporary cost of capital of

9.54%. The Commission should abandon the low-end adjustment mechanism.

since the plan is already well-equipped with safety nets for LECs who might be

unable to meet the productivity benchmark. Further. exogenous cost theory and

practice also demand reform. to ensure that the LECs do not erode productivity

incentives and administrative savings by continually seeking new exogenous

changes to raise their price cap index levels. Finally. MCI recommends

6



modifications on a number of other baseHne issues. and it offers comment on

other transitional issues, as well.

Whether and taow the Conunl_1on ......, ........ the go. of the LEe prtce
cap plan so that the ,..n may better achieve the purpo_ of the Communica
tions Act and the pubHc Interest.

In the original price cap proceeding, the Commission articulated the goals

upon which it based its decision to adopt price cap regulation for LECs: (1) to

reverse the perverse incentives of rate of return regulation that increase costs and

reduce the efficiency of regulated entities; (2) to create positive incentives for

innovation; (3) to minimize regulatory reUance on cost allocation to guard against

unlawful cross-subsidization; and (4) to aUeYtate administrative burdens associated

with regulation.7 The Commission recognized that to achieve these goals it should

"harness the profit Incentive to reward companies that become more productive

and efficient, while ensuring that productivity and efficiency gains are shared with

ratepayers.ttl While Mel believes that these goals continue to be valid. it urges the

7 Policy and Rules Concerning RateI for Dominant Carriers. CC Docket No.
87-313, Report nf Order and Stcgnd fMIw NoticI of ProPOlld ByIIrnaIsi)g,
4 FCC Red 2873,2907-13.2922-33 (1981) rAIl! Price CII> 0rQer"),~
rlCQll., 6 FCC Red ees (1990) f'MlI....P.rict CIP Beconsk:Ieration 0rQer"),
remanded OJ] otIw wouncts, AT&T v. FCC, 874 F.2d 1351 (D.C. Cir. 1992). An
unrelated portion of the M&T PricI c. Q'dJr was vacated in responM to the
remand in Policy and Rules Concerning R8tes for Dominant Carriers. CC Docket
No. 87-313, Order and Notice of Prooosed Bulemakjog, 8 FCC Red 3715 (1993).

• LEC Price Cap Order. 5 FCC Red at 6787.
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Commission to consider also adopting the goal of promoting the development of

competition in the interstate access market.

When the Commission originally adopted the LEC price cap plan, it had not

yet formally authorized competition for interstate access services. Indeed, the

Commission had not yet taken any ground-breaking public poUcy actions that

would foster competition in the interstate access market.' Today, the Commission

has authorized competition for special and switched transport services, and it is

evaluating other proposals that would assist in the transition to a fully competitive

interstate access environment. 10 In light of these developments, any regulatory

program that affects the LECs' abilities to set prices for their services should be

consistent with the objective of encouraging competition for interstate 8CC88S

services.

As the evolution of competition in the long distance and customer premise

equipment markets has shown, innovation, high quality services, and reduced

• Expanded Interconnection with L.ocIIT~ Company Facilities, CC
Docket No. 91-141, Report and Order 101I'**'At ffOQOIId BuIemaking. 7 FCC
Red 7369 (1992) ('1:pInded Interggorwllon Qrde(), modified on rtCOO., 8 FCC
Red 127 (1992), rIJQdiffIg on secorJCI CICCI).. 8 FCC Red 7341 (1993), peIIgns for
recan. pendiog,lDQ8II pending sub ngm. Bel Atlantic Corp. v. FCC, No. 92-1819
(D.C. Cir., filed Nov. 25,1992); 1ft W, CC Docket No. 91-141, Stcond Beoort
and Order, 8 FCC Red 7374 (1993); _ 11Io, Transport Rate Structure and
Pricing, CC Docket No. 91-213, 7 FCC Red 7006 (1992), ptItftioo fQ( rlQOO.
DlfJdjng. mocIJed on recon.. 8 FCC Red 5310 (1993), modified on I8CQ'l(1 rICOf')..
8 FCC Red 6233 (1993), petitions fq recon. AIOdIng, IQDHI dismiHld sub OQID.
New England Tel. and Tel. Corp. v. FCC, No. 93-1670 (D.C. Cir., filed Oct. 1993).

10 SB, lA, MFS Communicattons Company, Inc., Petition for a Notice of
Inquiry and En Bane Hearing, RM-8388, tiled November 1, 1993; and Ad Hoc
Telecommunications Users Committee, Petition for Rulemaking, filed April 1994.
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rates are the ultimate benefits that consumers re8Hze from competition. To achieve

benefits in the access service markets similar to those accomplished in the long

distance market, the Commission must pursue regulatory initiatives as bofd as

those it embraced in CC Docket Nos. 78-82 and 80-286.11 In addition to matters

such as full unbundtlng of network rate elements, universal service reform, and

local number portability (concerns that need to be addressed In other proceed-

ings), there are other pro-competitive issues over which the FCC has jurisdiction

and which are intrinsic to price cap regulation. These policies include: (1)

guarding against price discrimination; (2) preventing against cross-subsidization

and predatory pricing; and (3) limiting the degree of pricing flexibility granted to

LECs if and until the market completes the transition from monopoly to competi-

tion. The Commission, therefore, should modify the goals of price cap regUlation

to explicitly recognize the goal of fostering competition in the Interstate market.

11 MTS and WATS Market Structure, CC Docket No. 78-72, Phase I, ItII:Q
RePort and Qrdtr, 93 FCC 2d 241 (1813), IJlQfII.Id on rteq).. 97 FCC 2d 882
(1983),~ on fyrttw recoo.. 97 FCC 2d 834 (1984), aft'g in QI'i1ciM!f girt
and rlt1l8Odld in DIrt. National As8oci8Ition of Regulatory UtIlity Commi8sioners
v. FCC, 737 F.2d 1095 (D.C. Cir. 1984), CII1. denied, 469 U.S. 1227 (1995),
modified on further recon., 102 FCC 2d 849 (1985).

9



The .ffect of the price cap plen on~r ......., the economy, ... the
creation of Jobs both In t.lecommunlc8llone and In other ••ctona of the
economy.

The LEC price cap plan wiD deNver maximum benefits to the overall

economy only if the underlying rules and regulations are properly designed.

SpecifIcally, price cap regulation wiH increase consumer wetfare and have a socially

optimal effect on employment in every market sector only if it requires LECs move

prices toward economic cost.12 Pricing services at economic cost ensures that

consumers pay the amount that it costs to produce the services, whUe the LECs

receive the full cost (including a reasonable return) of providing the services. In

thfs way, the interests of the both parties are balanced: the consumers acquire

services at the lowest possible cost while the LEes achieve the highest reasonable

profits.

If the price cap rules are not property designed, one party may benefit at

the expense of the other. For example, the Commission's conservative sefection

of a productivity factor for the first four years of price cap regulation allowed LECs

to price access services at artificially high levels, thereby depressing the cumulative

beneficial effects potentially lower rates would have had on the economy. The

Commission has gained regulatory experience through operation of the LEC price

12 As the Corrmission noted in tis recent .QtM Order, these costa •• b
costs a profit maximizing firm would COI'lIider in making a business deci8ion to
provide a new service.II Open Network Architecture Tariffs of BeD Operating
Companies, CC Docket No. 92·91, Order, 9 FCC Red 440 (1993).

10



cap system that provides critical information that allows it now to adjust its policies

to maximize the economic welfare obtainable through price cap regulation.13

Unless the price cap plan is modified to constrain LEe prices to reflect

costs more accurately, access prices will continue to be high relative to their

economic cost. Because telecommunications is a key input in many economic

sectors, incorrect pricing signals win send distorting effects throughout the

economy. The Commission should adopt the changes MCI recommends to

extend to the entire economy the maximum benefit that accrues from a prosperous

telecommunications industry.

•••,..... ,1: Whether. and • 80 .... the ConNnIMIon 8houId revlel the
LEe price cap pieri to IUpport the development of a ublquJtoul national
Information Infraltrueture.

The best way to secure telecommunications infrastructure investment is to

establish an environment in which all participants have the opportunity and the

incentive to provide a full range of services to all geographic areas. For example,

if the Commission adopted specific investment directives for the LECs (other than

13 A recent study by Ray M8"shaI found that irnmediat8 Bel 0penIting
Company entry into the long cI8tance rY*ket prior to the development of eIfective
local exchange competition would cause employment to be 322.000 lower and reaJ
Gross Domestic Product f'GOP') to be 124.4 bMon lower by 2003. Conver'88Iy,
the develOPment of effective local excfw\ge competition would result in 478.000
additional jobs and a $37.0 bilion inae_ in reat GOP by that time.~
Information SuDll1jghway; Getting b~ Discu8sion Paper. Ray
Marshall. Lyndon B. Johnson School of Public Affairs at the University of Texas
Austin, March 1994.
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ones not needed to make the market competitive) as part of its price cap

regulation, the government and the LECs would assume the role of defining and

creating the national information infrastructure ("NIII" while requiring the IXCs to

underwrite it. Alternatively, if the government created a regulatory system that

gave LECs additional earnings power in exchange for a promise of infrastructure

investment, there is no guarantee that the LECs would spend the money to

support an OPen, unbundled network conducive to competition, or even that they

would invest the money in infrastructure at 811.14 LECs would funnel excess profits

collected from the rates !XCs pay into construction of a network that by definition

would not reflect the interests of a broad sector of tefecommunications users and

providers. The LECs would design and make network components available in

accordance with LEC viewpoints, LEC infrastructure needs, and LEC business and

financial goals. These LEC interests could all be served best by stifling emerging

competition, thereby depriving consumers of the benefits that ensue from competi

tion. Any government-mandated information highway implementation strategy that

keeps the LECs in the driver's seat will only obstruct developing competition.

14 Many states that have pursued incentive plans .e now learning this
expensive lesson. Incentive regulation has not guaranteed that LECs will make
infrastructure inv88tments. In one study, Tardiff and Taylor found no significant
effect of incentive regulation by the s" on investment in four infrastructure
enhancements: digital switching, fiber, ISDN, and 887. In addition, they noted no
significant positive effect on investment in these areas for those state8 whose
incentive regulation plans included price indexes of sharing mechanisms. SIt
Telephone Company Performance under Altemative Forms of Regulation in the
United States, T.J. Tardiff and W.E. Taylor, NERA, September 7, 1993 at Table 4
and Table 5.
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Unless the Nfl is fashJoned in response to market demand and not just the LECs'

'Wish lists,II users wiU be deprived of the broader, more feature rich and diverse

network that the Commission's pro-competitive policies and price cap regulation

were intended to produce.

Rather than mandating specific LEC network Investment or "throwing

money" at the LECs in the hope that a modem and open network technology will

appear. The Commission can better encourage infrastructure devetopment by

implementing policies that enable all wiIJing market participants to maximize their

network investments. 115 Instead of fashioning rewards to encourage the LECs

alone to implement new technologies in the Nil, the Commission should pursue

policies that inspire broader-based network investment that is driven by market

demand. By adopting policies that (1) require the unbundling of access services;

(2) encourage cost-based pricing; and (3) ensure nondiscriminatory access to the

LEC networks, the Commission win stimulate construction of a market-driven

nation-wide network of networks that delivers more innovative and quality services

and options than ever would be developed by the LECs acting alone. In the

context of the instant proceeding, the Commission can best assure that LECs

115 Competition is the key to spurring tecMoIogy investment. In the highly
competitive Ir rterexchange arena, MCI ". not onty announced plans for ma;or
network upgrades totalUng $20 bIion. but it has branded its investment plan with
a unique name - networkMCI - lIUPPOtWd by its own advertising efforts. This
marketing campaign provides compelling evidence that infrastructure and
technology are essential ingredients for competing In today's telecommunications
marketplace.
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make wise infrastructure choices by setting the price cap formula to compel LECs

to deliver greater productivity achievements.

..... 1b: W..eth. the of unIveruI ..rvIce to 8M
geognphIc end of equal type " for an AmerlCaM. IIfIorcMbIe
prIcH Is being 1Mt, or whether the CO 1on lhould revl.. the LEe price
ClP plan to enlure the provilion of unlverul lervlce.

Price cap regulation was never intended as a device to address universal

service issues, and it did not alter existing universal service goals. In fact, great

care was taken in the proceeding to adopt a price cap system that was

transparent with respect to universal service subsidies. Therefore, while MCI

supports Commission re-evaluation of subsidy policies, it should do so in a

separate proceeding that focuses on the myriad of issues involved in the provision

of universal service.

The far-reaching changes in the nwket since the initiation of the current

Universal Service Fund ("USP) and Long Term Support ("LTSM) programs have

raised issues such as which parties should provide universal service and how it

should be funded. These matters, however, affect parties other than the price cap

LECs and raise questions that are outside the scope of this proceeding. As such,

the Commission should address the subsidy question in a notice of inquiry

directed specifically at the universal service issue.,.

,. Several parties have urged the Commission to initiate a separate proceed
ing in which to re-examinecompre~ the universal service issue. SB.IJ*,
Petition of MFS Convnunieations Compeny, Inc. for a Notice of inquiry and En
~ Hearings, filed November 1, 1993; Ad Hoc Telecommunications Users
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What is relevant in the instant proceeding is that price cap regulation has

not had a deleterious influence on universal service. As the Commission observed

in the Notice, the percentage of households subscribing to telephone services has

increased since the inception of LEC price caps.17 Because there is no reason

to believe that any modifications to the price cap plan resulting from the Instant

review would be detrimental to existing universal service goals, It would be

premature to revise the plan in anticipation of any changes resulting from

Commission reconsideration of its overaD universal service policies.

MlIUNE IHUI 2; CQMPOSIDON Of MIKElS AND. IANDI

The Commission recently has made significant modifications to the

composition of the price cap baskets.11 Specifically, It deleted the transport

service categories from the traffic sensitive basket and created a new "trunking

basket" into which It placed both the transport rate .ments and special access

Committee, Petition for RuIemaking, fled April 15, 1984. Mel haS flied a white
paper as an ex DIIte in the MFS proceeding: "From a Single Lane to the
Superhighway: Rethinking Universal Service Policy for the 21st Century
Consumer.11

17 In 1990, the annual average of 93.3% of households subscribed to
telephone service; by July, 1993, it increased to 94.2%. (Notict, at para. 29)

11 The Commission has made minor modifications to access rate elements
since initiation of price cap regulation. It has added 800 Data Base and Une
Information Data Base elements to the tr8Iftc aensitive basket, and has proposed
to implement a new operator services~ as well. .SIt Treatment of Operator
Services Under Price Cap Regulation, CC Docket No. 93-124, NQtjce of Prcp2Hd
Bytemaking, 8 FCC Red 3655 (1993).
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services.'· In support of this adjusbltent to the baskets adopted in the original

price cap order, the Commission reasoned that "transport elements are more

closely related to similar special access services than to local switching and other

services remaining in the traffic sensitive basket.'1IO It also acknowledged that

restructuring the baskets would place into a single basket services that are subject

to similar levels of competition:

[M]oving traneport services out of the traffic sensitive basket Wld Into a
basket with special access ..-vicee wfI prevent the LEes from off8elting
rate reductions for transport ..-vicee subject to competition with rate
increases for switching and other traffic sensitive services, which are subject
to much tess competition at this time.2

'

MCI believes that the current composition of baskets gives the LECs

adequate pricing flexibility to respond to any emergence of competition for those

services that potential competitors are beginning to offer. As such, this basket

configuration serves as a reasonable starting point for the transition to the more

flexible pricing rules that may follow the advent of effective competition. The

Commission's recent revision of the composition of the price cap baskets

appropriately consolidated into a single basket switched and special access

transport, thereby achieving notable results. First, by segregating transport

,. Transport Rate Structure and Pricing. CC Docket No. 91-213, Stcgnd
Report and Order. 9 FCC Red 815, 822 (1884) Mhndna Basket OrQl(). Also,
it designated six service categories: in~ to the four existing special80C888
categories, it created a tandem switched transport service and interconnection
charge categories.

20 Id.

2' Id.
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services in a basket separate from switching services, the Commission shielded

the non-competitive switching function from price increases LECs would enact to

offset responsive price decreases for transport services. Second, services subject

to different risks or degrees of competition generally are located in the same

basket. That is, the trunking basket contains both switched and special transport

services -- the only services for which competition has even begun to develop. It

is not clear whether or in what order the switching or IocaJ loop functions will face

competition. Nor is it relevant because these two discrete services already are

located in separate baskets. The emergence of effective competition in one area

should have little impact on the pricing rules of the services in the other basket.

Further, MCI submits that the only reason to modify the price cap baskets

or bands would be in response to alterations to the underlying access service

structure. The current basket composition assumes the existing rate structure.

To the extent that competition develops and the carriers require further pricing

flexibility, the issue of the appropriate rate structure should be considered
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